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In Our Opinion...
The Newsletter of the AICPA Auditing Standards Team*
Vol. 12 No. 1 January 1996
The Auditing Standards Board 
Reconsiders Fraud in a Financial 
Statement Audit
By Jane Mancino
D
oes the auditor have a 
responsibility to detect 
fraud that materially mis­
states the financial statements? 
Because Statement on Auditing 
Standards (SAS) No. 53, The 
Auditors Responsibility to Detect and 
Report Errors and Irregularities, uses 
the terms “irregularities” in describ­
ing the auditor’s detection responsi­
bility, some practitioners believe 
that auditors are not responsible for 
detecting fraud, even though SAS 
No. 53 specifically notes that the term 
“irregularities” includes the concept 
of fraud. Other certified public 
accountants (CPAs) still cling to the 
outdated responsibility presented 
in SAS No. 16, The Independent 
Auditors Responsibility for the Detection 
of Errors or Irregularities, so much so 
that their engagement letters use 
that language in describing their 
responsibility.
Since the issuance of the Expec­
tation Gap standards in 1988, the 
Auditing Standards Board (ASB) 
has monitored issues relating to
(continued on page 2)
Audit Risk Alert—1995/96;
Compilation and Review Alert—1995/96; 
and Industry Alerts Available
            he AICPA’s risk alert series T consists of Audit Risk Alert
—1995/96 (No. 022180JH);
Compilation and Review Alert—1995/96 
(No. 060669JH); and 20 industry­
specific risk alerts. Risk alerts are 
valuable, nonauthoritative practice 
aids that are designed to be used as 
engagement planning tools.
Following is an overview of key 
topics discussed in Audit Risk 
Alert—1995/96:
• Implications of the Current 
Economic Environment—
discusses how the current slow- 
growth economic environment 
that is still smarting from the 
1990-91 recession may raise 
issues such as (1) an increase in 
merger and acquisition activities, 
(2) client reliance on third-party 
funding, and (3) questions on the 
appropriate accounting for 
restructuring charges as entities 
continue to downsize and reengi­
neer operations.
(continued on page 3)
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The Auditing Standards Board Reconsiders Fraud in 
a Financial Statement Audit (continued from page 1)
those standards, including issues 
related to SAS No. 53. In recent 
years, the ASB’s Audit Issues Task 
Force (AITF) has noted several 
incidents in the financial press 
involving fraud, especially incidents 
involving inventory. A March 1993 
report of the Public Oversight Board 
titled In the Public Interest made 
several recommendations about 
fraud, including the recommenda­
tion that auditors exercise greater 
professional skepticism and that the 
profession identify better indicators 
of management fraud. Based on 
these facts and circumstances, an 
ad hoc ASB group recommended 
that the ASB form a task force to 
consider issues relating to fraud.
The ASB’s Fraud Task Force (the 
task force) includes representatives 
from accounting firms of all sizes as 
well as members from government, 
academe, the ASB, and the Institute 
of Internal Auditors. The task force 
performed extensive research, 
reviewed auditing standards on fraud 
from other countries, dissected SAS 
No. 53 in detail, and held extensive 
deliberations on issues relating to 
fraud. The task force concluded that 
the auditor’s detection responsibili­
ty should be included in AU section 
110, Responsibilities and Functions of 
the Independent Auditor, and should 
be clarified to state the following: 
“The auditor has a responsibility to 
plan and perform the audit to obtain 
reasonable assurance about whether 
the financial statements are free of 
material misstatement, whether 
caused by error or fraud.” The task 
force also concluded that the con­
ceptual guidance in SAS No. 53 on 
professional skepticism and reason­
able assurance should be expanded 
and moved to AU section 230, Due 
Professional Care in the Performance of 
Work. The task force concluded that 
a new SAS solely devoted to the 
issue of fraud was vital. Since the 
proposed SAS would supersede SAS 
No. 53, the task force recommended 
that the ASB move guidance on 
errors from SAS No. 53 to SAS 
No. 47, Audit Risk and Materiality in 
Conducting an Audit.
The proposed SAS, Consideration 
of Fraud in a Financial Statement 
Audit, uses the term “fraud,” rather 
than the term “irregularities,” send­
ing a clear signal to the profession 
that auditors have a responsibility 
to detect fraud. The proposed 
standard describes two types of 
fraud: (1) fraudulent financial 
reporting and (2) misappropriations, 
and describes the factors that help 
create fraud.
In considering audit risk, the 
auditor should specifically assess 
whether there is a heightened risk of 
fraud that could result in a material 
misstatement of the financial state­
ments. In assessing that risk, the 
auditor should consider fraud risk 
factors identified in the proposed 
SAS relating to the specific type of 
fraud. Risk factors that relate to 
fraudulent financial reporting include 
a known history by management of 
securities law violations, and the fact 
that the entity under audit has a poor 
or deteriorating financial position. 
Risk factors relating to misappropri­
ation of assets include susceptibility 
of assets to misappropriation, such 
as small size, high value, and high 
demand for inventory items. The 
proposed SAS also describes condi­
tions that might come to the auditor’s 
attention during the conduct of the 
audit that might indicate a height­
ened risk of fraud, such as the fact 
that only photocopied documents, 
not originals, are provided in sup­
port of transactions.
The proposed standard provides 
examples of how the auditor might 
respond to a heightened risk of fraud 
in an engagement, for example, by 
moving the timing of inventory or 
security counts closer to year-end; 
however, no specific procedures arc 
mandated due to the myriad of pos­
sible circumstances. If, during the 
course of the audit, risk factors or 
other conditions are identified that 
cause a change in the auditor’s orig­
inal assessment of the risk of fraud, 
the auditor needs to consider 
whether additional procedures 
should be performed.
The ASB has targeted a vote to 
approve the draft of the proposed 
SAS for issuance as an exposure draft 
at its next meeting on January 30 - 
February 1, 1996.
Upcoming ASB Meetings
ASB meetings are open to the 
public. For ASB agenda informa­
tion, call 1—800-TO-AICPA
January 30-
February 1, 1996 Scottsdale, AZ
April 2-4, 1996 New York, NY
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Audit Risk Alert—1995/96; Compilation and Review Alert—
1995/96; and Industry Alerts Available (continued from page 1)
• New Auditing and Attestation 
Pronouncements—includes an 
overview of SAS No. 75, Engage­
ments to Apply Agreed-Upon Procedures 
to Specified Elements, Accounts or Items 
of a Financial Statement; Statement on 
Standards for Attestation Engage­
ments (SSAE) No. 4, Agreed-Upon 
Procedures Engagements; SAS No. 76, 
Amendment to SAS No. 72, Letters 
for Underwriters and Certain Other 
Requesting Parties; SAS No. 74, 
Compliance Auditing Applicable to 
Governmental Entities and Other 
Recipients of Governmental Financial 
Assistance, and several new auditing 
interpretations.
• Auditing Issues—provides an 
overview of several auditing 
issues including the use of analyt­
ical procedures; audit sampling; 
using the work of an attorney; 
and the audit team’s responsi­
bility for subsequent events for 
the period from completion of 
fieldwork to the release of the 
auditor’s report.
• Audit Communication and Report­
ing Issues—provides insightful 
information on various topics 
including predecessor/successor 
auditor situations; reporting ter­
minated auditor-client relation­
ships to the Securities and 
Exchange Commission (SEC); 
reissuing the auditor’s report to 
remove a going concern report 
modification; and the proposed 
elimination of the required uncer­
tainties explanatory paragraph.
• Audit Problems to Watch 
For—discusses numerous prob­
lems auditors should be aware of 
including detection of fraud; 
revenue recognition issues; and 
several developments related to 
the role computers play in audit 
engagements.
• AICPA Peer Review Program— 
outlines the merger of the 
Quality Review Program with the 
Peer Review Program and its 
affect on firms and includes 
reminders for auditors based on 
frequently recurring peer review 
letters of comment.
• Lessons From Litigation—dis­
cusses fundamental issues to 
keep in mind to elude potential 
auditor litigation and outlines the 
signs of a client that may present 
a litigation risk.
• New GAAP Requirements— 
provides an update on new 
accounting standards in the 
GAAP hierarchy and their related 
audit implications. Discussions 
focus on, among other things, 
derivatives, impaired long-lived 
assets, risks and uncertainties, 
and accounting for limited liabili­
ty companies and limited liability 
partnerships.
• Accounting Issues—provides 
an overview of several accounting 
issues including environmental 
matters and financial statement 
disclosures.
Following is an overview of key 
topics discussed in Compilation 
and Review Alert—1995/96:
• Proposed Assembly Service— 
provides a summary of the 
Accounting and Review Services 
Committee’s new exposure draft 
of a proposed Statement on 
Standards for Accounting and 
Review Services (SSARS), titled 
Assembly of Financial Statements 
for Internal Use Only, that would 
exempt CPAs from the require­
ments of SSARS No. 1, Com­
pilation and Review of Financial 
Statements, when assembling finan­
cial statements for internal use.
• Alternatives to Full Disclosure 
GAAP Financial Statements 
—describes alternatives under 
existing standards to compiling 
full disclosure GAAP basis finan­
cial statements. These scaled- 
down compilations enable CPAs 
to compile less complex financial 
statements tailored to meet 
clients’ needs.
• Agreed-Upon Procedures Engage­
ments—provides an update on 
two recently issued auditing and 
attestation standards, SAS No. 75 
and SSAE No. 4, for applying 
agreed-upon procedures to finan­
cial statement and nonfinancial 
statement subject matter, respec­
tively. Although SAS No. 75 is 
lodged in the auditing standards, 
a practitioner is not required to 
audit financial statements in order 
to perform these engagements.
• Financial Statements Sub­
mitted in Litigation Support 
Engagements Involving Bank­
ruptcy and Reorganization— 
alerts practitioners to Interpre­
tation No. 20 of SSARS No. 1 that 
exempts financial statements 
from the applicability of SSARS 
in litigation support engagements 
when certain criteria are met.
• Compiling or Reviewing Finan­
cial Statements Previously 
Compiled or Reviewed Using 
a Different Basis of Account­
ing—answers practitioners’ ques­
tions about whether they may 
compile or review financial state­
ments for the same period using a 
basis of accounting different from 
the basis that was originally used.
(continued on page 4)
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1995/96; and Industry Alerts Available (continued from page 3)
The article also provides report­
ing guidance for these situations.
• Representation Letters—sug­
gests a modification to the typical 
representation letter used in 
SSARS review engagements to 
make clients feel more comfort­
able about making representa­
tions about GAAP.
• Independence and Client 
Services—provides examples of 
services a CPA might perform for 
a client—ancillary to a compila­
tion or review engagement—that 
could impair the accountant’s 
independence.
• Electronic Pronouncements— 
alerts practitioners to the avail­
ability of certain professional 
standards in electronic format for 
computer use, and describes how 
to obtain them.
• New GAAP Requirements— 
provides an update on new 
accounting standards.
Following is a list of the 1995/96 
industry-specific audit risk alerts 
that are currently available:
• Agribusiness (No. 022174JH)
Airlines (No. 022182JH)
Banks and Savings Institutions 
(No. 022165JH)
Casinos (No. 022171JH)
Common Interest Realty Associ­
ations (No. 022183JH)
Construction Contractors (No. 
022176JH)
Credit Unions (No. 022167JH)
Employee Benefit Plans (No. 
022157JH), issued 6/95
Federal Government Contractors 
(No. 022169JH)
Finance Companies (No. 
022172JH)
Health Care (No. 022162JH)
High-Technology Enterprises 
(No. 022175JH)
Insurance Companies (No. 
022168JH)
Investment Companies (No. 
022163JH)
Not-for-Profit Organizations 
(No. 022159JH), issued 6/95
Oil and Gas Producers (No. 
022166JH)
Public Utilities (No. 022173JH)
• Real Estate Companies (No. 
022170JH)
• Securities (No. 022164JH)
• State and Local Governments 
(No. 022158JH), issued 6/95
Copies of the alerts are available 
from the AICPA Order Department 
(see below). Price $10.50 each for 
Audit Risk Alert—1995/96 and 
Compilation and Review Alert— 
1995/96 for members, $11.50 for non­
members; and $6.50 each for the 
industry alerts for members, $7.25 for 
nonmembers. The risk alert series is 
also included in the loose-leaf service 
for audit and accounting guides. 
Audit Risk Alert—1995/96 is also 
available in WordPerfect electronic 
format (No. 022181JH) for $10.50 
members, $11.50 nonmembers.
To order, write: AICPA Order 
Department, CL1194, P.O. Box 
2209, Jersey City, NJ 07303-2209; 
order via fax, 800/362-5066, 
or call 800/862-4272 (dept. #1). 
Prices do not include shipping 
and handling.
Highlights of Technical Activities
The ASB is currently involved in numerous pro­
jects. Listed below are some of the task forces of 
 the ASB and a short summary of each task force’s 
objective and current activities.
SAS Task Forces
Auditor Communications (Staff Aide: A. Louise 
Williamson). The task force is studying the auditing and 
attestation standards dealing with the auditor’s or prac­
titioner’s communication responsibilities, other than 
reporting, to determine whether revisions to the stan­
dards or additional guidance is needed. The task force is 
also considering whether standards should be established 
that provide guidance on developing an understanding 
with a client about the nature, scope, and limitations 
of the services to be performed. The task force presented 
preliminary issues regarding obtaining an understanding 
with the client at the December 1995 ASB meeting. 
The task force plans to continue this discussion at the 
January 1996 ASB meeting.
(continued on page 5)
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Auditing Investments Task Force (Judith M. 
Sherinsky). The task force is revising AU section 332, 
Long-Term Investments, to make the guidance in this doc­
ument consistent with Financial Accounting Standards 
Board Statement No. 115, Accounting for Certain 
Investments in Debt and Equity Securities. The revised stan­
dard will address the auditor’s responsibility for auditing 
debt and equity securities, including investments 
accounted for under the equity method of accounting. 
The task force will present a revised draft of the pro­
posed standard at the January 1996 ASB meeting.
Electronic Evidence Task Force (A. Louise 
Williamson). The task force is considering whether 
existing guidance regarding evidential matter in the 
audit and attestation literature requires revision, given 
that a significant amount of evidential matter is current­
ly in electronic format. The task force is also (1) evaluat­
ing how the auditor’s responsibility for the detection of 
material misstatements in the financial statements, 
including the detection of fraud, may be affected by 
electronic evidence, and (2) considering whether there 
is a need for nonauthoritative guidance dealing with 
electronic evidence. At the November 1995 ASB meet­
ing, the task force presented proposed revisions to SAS 
No. 31, Evidential Matter, to reflect electronic evidence 
considerations. At this meeting, the ASB voted to ballot 
this document for exposure.
Fraud (Jane M. Mancino). The task force is develop­
ing a proposed SAS that would clarify the auditor's 
responsibility for the detection of fraud and provide 
operational guidance for carrying out that responsibility. 
The proposed SAS would supersede SAS No. 53, The 
Auditors Responsibility to Detect and Report Errors and 
Irregularities. The task force has recommended that AU 
section 110, Responsibilities and Functions of the Independent 
Auditor, be revised to include a statement of the auditor's 
responsibility for the detection of fraud and that AU sec­
tion 230, Due Care in the Performance of Work, be revised to 
include discussions of reasonable assurance and profes­
sional skepticism. These concepts are fundamental to a 
discussion of the auditor’s responsibility for the detection 
of fraud and would provide a foundation for operational 
guidance in the proposed SAS. The task force has also 
proposed amendments to AU section 312, Audit Risk and 
Materiality in Conducting and Audit, to include guidance on 
errors. The task force will bring a proposed exposure 
draft to the ASB at its January 1996 meeting. (For addi­
tional information, see article entitled The Auditing 
Standards Board Reconsiders Fraud in a Financial Statement 
Audit beginning on page 1.)
Internal Control Guidance (J. Eric Nicely). The task 
force is revising SAS No. 55, Consideration of the Internal 
Control Structure in a Financial Statement Audit, to recog­
nize the Committee of Sponsoring Organizations 
(COSO) of the Treadway Commission’s Report, Internal 
Control—Integrated Framework. An exposure draft that 
recognizes COSO’s definition and description of internal 
control into the affected SASs and SSAEs was issued 
in February 1995. At the October 1995 ASB meeting, 
the ASB agreed to ballot as final standards, 
SAS No. 78 and SSAE No. 6. These standards were 
issued in December 1995. In addition, the Control Risk 
Audit Guide Revision Task Force is proposing conform­
ing changes to the Audit Guide, Consideration of the 
Internal Control Structure in a Financial Statement Audit, 
resulting from the proposed amendment to SAS No. 55. 
The revised guide is expected to be released in 
February 1996.
Reporting on Uncertainties (Judith M. Sherinsky). At 
its November 1995 meeting, the ASB discussed issues 
raised in comment letters on the exposure draft of the 
proposed SAS, Amendment to Statement on Auditing 
Standards No. 58, Reports on Audited Financial 
Statements. The proposed SAS eliminates the require­
ment that, when certain criteria are met, the auditor add 
an uncertainties explanatory paragraph to the auditor’s 
report. After revisions were made to reflect certain com­
ments in the letters, the ASB agreed to ballot as a final 
standard, SAS No. 79. SAS No. 79 wass issued in 
December 1995 and is effective for reports issued or 
reissued on or after February 29, 1996.
SSAE Task Forces
Management’s Discussion and Analysis (MD&A) 
(Beth Schneider/Deloitte and Touche LLP). This task 
force has been formed to consider developing an SSAE 
that would provide guidance on reporting on MD&A. In 
its deliberations, the task force will consider the 1987
(continued on page 6)
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exposure draft, Examination of Management's Discussion 
and Analysis, and related comment letters, and the 
Comprehensive Model for Financial Reporting pro­
posed by the AICPA Special Committee on Financial 
Reporting. The task force expects to present issues to 
the ASB at its January 1996 meeting.
SEC Auditing Practice (Jane M. Mancino). The task 
force monitors regulatory developments affecting 
accountants' involvement with financial information in 
filings with the SEC and considers the need for, and 
develops as necessary, guidance in the form of SASs, 
SSAEs, auditing interpretations, or guides. Liaison with 
the SEC is maintained through the Audit Issues Task 
Force. The task force is currently in a monitoring phase.
Other Task Forces and Committees
Audit Issues Task Force (Patricia A. Cummings). The 
task force meets on a monthly basis to assist the ASB 
Chair and the Auditing Standards Division staff with the 
technical review of audit issues.
Computer Auditing Subcommittee (Jane M. 
Mancino). The subcommittee is working on three Audit 
Procedure Studies (APSs). One APS, drafted with the 
Canadian Institute of Chartered Accountants (CICA), is 
titled Audit Implications of Electronic Data Interchange 
(EDI) and deals with electronic data interchange and its 
possible effects on a financial statement audit. The 
second APS, Auditing in a Client/Server Environment, 
describes client/server computing and its possible 
effects on a financial statement audit. The third APS, 
also a joint project with the CICA, describes Electronic 
Document Management and its possible effects on the 
financial statement audit. The first two APSs will be 
issued in the first quarter of 1996 and the third in 1997.
Environmental Issues Task Force (Judith M. 
Sherinsky). The task force has drafted a chapter titled 
“Auditing Environmental Remediation Liabilities” that 
is included as an appendix in the Accounting Standards 
Executive Committee’s exposure draft of the proposed 
Statement of Position (SOP), Environmental Remediation 
Liabilities. The guidance presents the recommendations 
of the task force regarding the application of generally 
accepted auditing standards to the audit of an entity’s 
financial statements as it relates to environmental reme­
diation liabilities. The task force is revising the chapter 
to reflect certain comments expressed in comment 
letters on the proposed SOP.
International Auditing Practices (Dan M. Guy/ 
J. Eric Nicely). The current agenda of the International 
Auditing Practices Committee (IAPC) includes develop­
ing assurance standards and revising the International 
Standards on Auditing (ISAs) dealing with audit sam­
pling and going concern. A task force of the ASB has 
been comparing the ISAs with the SASs to identify 
instances when international auditing standards exceed 
U.S. auditing standards. This analysis will be included 
in the Codification of Statements on Auditing Standards 
available in March 1996.
Joint Task Force on Quality Control Standards (Kim 
Gibson). In August 1995, the ASB issued two proposed 
standards that would supersede Statement on Quality 
Control Standards No. 1, System of Quality Control for a 
CPA Firm, and its interpretations. The first standard, 
System of Quality Control for a CPA Firm's Accounting and 
Auditing Practice, is a general standard that requires a 
CPA firm to have a system of quality control for its 
accounting and auditing practice. It describes the ele­
ments of quality control and other matters essential to 
the effective implementation of the system. The second 
standard, Monitoring a CPA Firm's Accounting and Auditing 
Practice, provides guidance on how a CPA firm can 
implement the monitoring element of a quality control 
system in its accounting and auditing practice. At the 
December 1995 ASB meeting, the ASB agreed to 
ballot the proposed standards as final standards. The 
task force will continue working on a document that 
will provide CPA firms with guidance on how to imple­
ment and maintain a system of quality control. The task 
force anticipates that this guidance will be issued mid­
year 1996.
(continued on page 7)
Exposure Drafts Outstanding
Proposed Statements on Quality Control 
Standards entitled System of Quality Control for 
a CPA Firm's Accounting and Auditing Practice 
and Monitoring a CPA Firm's Accounting and 
Auditing Practice (Comment period ended 
November 20, 1995)
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Highlights of Technical Activities (continued from page 6)
Technical Audit Advisors Task Force (J. Eric Nicely). 
The task force receives assignments, on an on-going 
basis, from the Auditing Standards Division staff and the 
Audit Issues Task Force. The task force has developed 
issues papers on SAS No. 7, Communications Between 
Predecessor and Successor Auditors, and SAS No. 19, Client 
Representations, to assist the ASB in considering whether 
those standards should be revised. In addition, several 
interpretations of the standards are being drafted.
APS Task Forces
The staff of the Auditing Standards Division and 
members of the respective ASB task forces are currently 
developing or revising the following Auditing Proce­
dures Studies:
Analytical Procedures (Staff Aide: Kim Gibson)
Audit Implications of Electronic Data Interchange
(EDI) (Jane M. Mancino)
Auditing in a Client/Server Environment (Jane M.
Mancino)
Audits of Small Businesses (J. Louis Matherne)
Audit Sampling (J. Louis Matherne)
Confirmation of Accounts Receivable (J. Louis
Matherne)
Implementing SAS No. 70, Reports on the Processing of 
Transactions by Service Organizations (Judith M. 
Sherinsky)
The Independent Auditor’s Consideration of the Work 
of Internal Auditors (Thomas Ray)
Electronic Document Management (Jane M. Mancino)
For additional information about 
Auditing Standards Division and ASB projects, 
call (212) 596-6036.
Recently Issued Documents
SAS No. 77: Amendments to Statements on 
Auditing Standards No. 22, Planning and 
Supervision, No. 59, The Auditor’s Consideration of 
an Entity’s Ability to Continue as a Going Concern, 
and No. 62, Special Reports (Effective for engage­
ments beginning after December 15, 1995)
SAS No. 78: Amendments to Statement on 
Auditing Standards to Recognize the Internal 
Control—Integrated Framework Report (Effective 
for periods ending on or after January 1, 1997)
SAS No. 79: Amendment to SAS No. 58, 
Reports on Audited Financial Statements 
(Effective for reports issued or reissued on or 
after February 29, 1996)
SSAE No. 5: Amendment to SSAE No. 1, 
Attestation Standards (Effective for engagements 
beginning after December 15, 1995)
SSAE No. 6: Reporting on an Entity’s Internal 
Control Over Financial Reporting: An Amend­
ment to Statement on Standards for Attestation 
Engagements No. 2 (Effective for an exami­
nation of management’s assertion when the 
assertion is as of or for the period ending on 
December 15, 1996 or thereafter)
Auditing Interpretation of AU section 333, Client 
Representations, “Management Representations 
When Current Management Was Not Present 
During the Period Under Audit.” (Effective 
upon publication in the October 1995 issue of 
Journal of Accountancy)
Editors: Patricia A. Cummings, Judith M. Sherinsky Administrative Editor: Jacqueline E. Walker
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